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The f i r s t  cha r t  i n  the package provides some perspec t ive  on the  

a s soc ia t ion  between money and pr ices .  As can be seen from t h e  bars  on 

the  left-hand s i d e ,  on average over the  pas t  three decades the  money 

s tock  and p r i ces  have tended t o  move together .  This re la t ionship--of ten 

r e fe r r ed  t o  as t h e  long-run n e u t r a l i t y  of money--implies that over long 

periods changes i n  money only inf luence  the p r i ce  l e v e l  and do not  permanently 

a f f e c t  real v a r i a b l e s  i n  the  economy. The usual  i n t u i t i o n  i s  that i f  

everyone's cash balances were doubled by dropping money from h e l i c o p t e r s ,  

the  real economy would eventua l ly  end up about the same except that 

p r i ces  would be doubled. 

But t h a t  i s  eventual ly .  From t h e  point  of view of macroeconomic 

pol icy ,  however, t h e  ques t ion  i s  how long does i t  i n  f a c t  t ake  f o r  t h e  

e f f e c t s  of a change i n  money t o  be e n t i r e l y  r e f l e c t e d  in pr i ces .  There 

is no consensus on t h e  answer t o  t h i s  quest ion.  Indeed, assumptions 

concerning t h e  na tu re  and speed of adjustment a r e  important f e a t u r e s  

d i f f e r e n t i a t i n g  t h e  var ious  t h e o r i e s  of i n f l a t i o n .  Many r a t i o n a l  expectat ions 

t h e o r i s t s  b e l i e v e  the  adjustment i s  n e a r l y  instantaneous;  monetar i s t s  

be l ieve  t h a t  the adjustment i s  r e l a t i v e l y  prompt--perhaps as shor t  a s  

two o r  three y e a r s ,  while those who use a P h i l l i p s  curve approach f e e l  

that i t  t akes  apprec iab ly  longer.  

The next  e x h i b i t  summarizes t h e  key f e a t u r e s  of the view of 

i n f l a t i o n  commonly a s soc ia t ed  with monetar is ts .  T h i s  approach p laces  primary 

emphasis on the  response of  i n f l a t i o n  t o  growth of  money. E s s e n t i a l l y  

the theory holds that  changes i n  t h e  money stock w i l l  lead t o  s t a b l e  and 

predic tab le  short-run movements i n  nominal spending. I n i t i a l l y  a n  increase  
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i n  nominal spending w i l l  be r e f l e c t e d  in higher ou tpu t ,  but over a s h o r t  

per iod of time increased demand pressures  will lead t o  a bidding up of  

p r i c e s  and a r e t u r n  of real output  t o  i t s  long-run growth path. Although 

some monetar i s t  models--such as that developed several years  ago a t  the 

St.  Louis Bank--spell out  t h i s  process ,  t h e  more widely used monetar is t  

approach reduces these  r e l a t i o n s h i p s  t o  a s ing le  equat ion r e l a t i n g  

p r i c e s  t o  cur ren t  and pas t  l e v e l s  of t h e  money stock--with t h e  f u l l  

impact of money on p r i c e s  t y p i c a l l y  being f e l t  wi th in  two o r  three years .  

Such equat ions al low l i t t l e  i f  any r o l e  f o r  t h e  state of the business  

cyc le  i n  p r i ce  determination. The remainder of our b r i e f i n g  w i l l  use  

t h i s  so-called "reduced form" money-price r e l a t i o n s h i p  i n  d i scuss ing  t h e  

monetar i s t  a n a l y s i s  of i n f l a t i o n .  

The cha r t  i n  the  lower panel shows the  r e l a t i o n s h i p  between money 

and p r i ces  i n  the  s h o r t  run. Although the  lag between money and p r i ces  

v a r i e s  considerably among monetar is t  equat ions,  a l a g  of two yea r s  i s  

r ep resen ta t ive  of t h e  s p i r i t  of t hese  equations.  The cha r t  i n d i c a t e s  

t h a t  while  money and p r i c e s  have many times shown a tendency t o  move 

toge the r ,  there o f t en  can be s u b s t a n t i a l  short-run d i f f e rences  between 

i n f l a t i o n  and the growth of money. As you can see, t h e  d i f f e rence  has 

been e s p e c i a l l y  notab le  s i n c e  mid-1982. 

An a l t e r n a t i v e  approach t o  analyzing t h e  i n f l a t i o n  process  

involves  a t tempting t o  trace t h e  s t r u c t u r e  of l inkages  i n  t h e  

economy and descr ibe  how aggrega te  demand a f f e c t s  p r i c ing  dec i s ions  i n  

l abor  and product markets. As shown i n  t h e  next  diagram, a key a n a l y t i c a l  

f e a t u r e  of most s t r u c t u r a l  views of i n f l a t i o n  i s  t h e  so-called n a t u r a l  

rate hypothesis.  E s s e n t i a l l y ,  t h i s  hypothesis says  that t h e r e  i s  some 
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degree of unemployment--determined by t h e  s t r u c t u r a l  c h a r a c t e r i s t i c s  of 

the  economy--that i n  the  long run i s  assoc ia ted  with s t a b l e  i n f l a t i o n .  

Note that t h e  hypothesis refers t o  a s t a b l e  rate of i n f l a t i o n ,  not  s t a b l e  

p r i ces .  We w i l l  address  the i s sue  of what f a c t o r s  a f f e c t  the l e v e l  of 

t h e  n a t u r a l  rate of unemployment l a t e r  i n  t h e  b r i e f ing .  Corresponding 

t o  t h i s  n a t u r a l  rate of unemployment i s  a l e v e l  of output.--labelled Yn 

i n  t h e  diagranr- that  w i l l  hold unemployment a t  i t s  n a t u r a l  rate. Attempts 

t o  push t h e  economy t o  l e v e l s  of output  g r e a t e r  than Yn through expansionary 

aggregate demand p o l i c i e s  l ead  eventua l ly  t o  acce le ra t ing  r a t e s  of i n f l a t i o n ;  

conversely,  holding the  economy below Yn l e a d s  t o  dec l in ing  i n f l a t i o n .  

The process i s  i l l u s t r a t e d  i n  t h e  diagram. The downward 

s loping l i n e s  are aggregate demand schedules and represent  the  amount of 

output  demanded f o r  a given i n f l a t i o n  rate, a l l  o the r  t h ings  equal. The  

upward s loping l i n e s  are aggregate  supply curves and r e f l e c t  the  amount 

of l abor  and c a p i t a l  suppl ied  t o  t h e  economy a t  each i n f l a t i o n  rate, a l l  

o t h e r  th ings- -par t icu lar ly  expectations--equal. S t a r t i n g  a t  point  A, an 

increase  i n  aggregate demand, from D 1  t o  D z ,  w i l l  temporar i ly  raise t h e  

l e v e l  of i n f l a t i o n  and output ,  and lower t h e  unemployment rate, producing 

a short-run t radeoff  between i n f l a t i o n  and unemployment--point B. 

But as workers perceive t h a t  i n f l a t i o n  has increased ,  t h e i r  not ion of 

expected i n f l a t i o n  w i l l  a d j u s t  upward. Accordingly, they  w i l l  

demand l a r g e r  nominal wage inc reases  and the aggregate supply schedule 

(S2) w i l l  tend t o  s h i f t  up u n t i l  aggregate supply and demand a r e  equal  

a t  the n a t u r a l  l e v e l  of o u t p u t ,  -but  wi th  a higher  i n f l a t i o n  rate--point 

C. 	 The r a t e  of i n f l a t i o n  where t h i s  process u l t ima te ly  settles w i l l  be 

determined by t h e  f a c t o r s  in f luenc ing  t h e  long-run pos i t i ons  of the 
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aggregate supply and demand schedules,  with one of t h e  most important 

f a c t o r s  being t h e  rate of growth of money. 

The n a t u r a l  r a t e  hypothesis i s  cons is ten t  with a P h i l l i p s  curve 

view of  i n f l a t i o n  t h a t  inc ludes  a r o l e  f o r  p r i ce  expec ta t ions  and is 

ou t l ined  i n  t h e  upper panel of t h e  next chart. This view, which genera l ly  

i s  used by t h e  s t a f f ,  ho lds  that wage increases  are r e l a t e d  t o  t h e  unem­

ployment r a t e  and i n f l a t i o n  expec ta t ions ;  and p r i ce  i n f l a t i o n  i s  

a markup on the growth of un i t  c o s t s ,  w i th  the  markup r e l a t e d  t o  demand 

i n  product markets. Labor costs--that i s ,  wage i n f l a t i o n  ad jus ted  by t h e  

t rend growth of productivity--carry the heaviest  weight i n  o v e r a l l  cos t s .  As 

shown i n  t h e  upper- lef t  por t ion  of the flow cha r t ,  wage i n f l a t i o n  depends 

on l a b o r  market condi t ions  (usua l ly  summarized by an unemployment rate), 

expected p r i ce  i n f l a t i o n ,  and exogenous shocks such as changes i n  

minimum wages and s o c i a l  s e c u r i t y  taxes .  By combining t h e  determinants  

of l abor  c o s t s  and t h e  markup, this approach says that p r i ce  i n f l a t i o n  

i s  r e l a t e d  t o  expected i n f l a t i o n ,  p roduc t iv i ty  t r ends  and the  degree of 

t i gh tness  i n  both  l abor  and product markets. In a d d i t i o n ,  f a c t o r s  such 

a s  food and energy shocks o r  l a r g e  changes i n  the  p r i c e s  of imported 

goods can temporar i ly  affect the  aggregate  i n f l a t i o n  r a t e .  

As shown i n  the  lower pane l ,  the impl ica t ion  of t h e  P h i l l i p s  

curve view i s  t h a t  i n  t h e  sho r t  run t h e r e  i s  a " t r adeof f "  between i n f l a t i o n  

and unemployment, w i th  t h e  pos i t i on  of the  short-run P h i l l i p s  curve 

depending i n  p a r t  on pr i ce  expectat ions.  The higher t h e  rate of expected 

i n f l a t i o n ,  t h e  higher  t h e  pos i t i on  of t h e  short-run P h i l l i p s  curve--P 

one, two, and t h r e e  i n  t h e  diagram. In o the r  words, f o r  a given rate of 

unemployment, h igher  price expec ta t ions  w i l l  be assoc ia ted  with higher  
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wage inc reases  and therefore  higher a c t u a l  i n f l a t i o n .  According to  t h e  

na tu ra l  r a t e  hypothesis ,  however, over time the economy w i l l  tend toward 

output  l e v e l s  cons i s t en t  with t h e  n a t u r a l  r a t e  of unemployment--U, i n  

t h e  diagram--with i n f l a t i o n  pr imar i ly  determined by t h e  r a t e  of growth 

of money. In terms of the  diagram, i n  the long-run the P h i l l i p s  curve 

becomes v e r t i c a l  a t  U,. 

As summarized on the next  c h a r t ,  expectat ions are a key element 

i n  descr ib ing  t h e  i n f l a t i o n  process. Most empir ical  P h i l l i p s  curves 

assume that expectat ions are formed by looking a t  past  p r i c e  performance. 

I n  c o n t r a s t ,  t h e  theory of r a t i o n a l  expectat ions assumes t h a t ,  rather 

than ex t r apo la t ing  pas t  i n f l a t i o n  i n t o  the fu tu re ,  i nd iv idua l s  use a l l  

t h e  c u r r e n t l y  ava i l ab le  information,  together  with t h e i r  knowledge of 

tho mtructure o f  the economy and the systematic  r eac t ions  of policy 

makers, t o  form "forward-looking" expectat ions of i n f l a t i o n .  

The s p i r i t  of rationally-formed expectat ions i s  now accepted 

by most economists: i n  forming t h e i r  expectat ions of i n f l a t i o n ,  i nd iv idua l s  

probably do more than mechanically ex t r apo la t e  pas t  t rends .  But i t  

i s  our view that ind iv idua l s  probably a r e  not as soph i s t i ca t ed  i n  forming 

t h e i r  expec ta t ions  a s  t h e  r a t i o n a l  expectat ions theory assumes. However, 

because expec ta t ions  can not  be observed d i r e c t l y ,  i t  i s  important t o  keep 

i n  mind the  s e n s i t i v i t y  of p r i c e  f o r e c a s t s  t o  the f a c t o r s  a f f ec t ing  

expectat ions.  This is a point  we will be r e tu rn ing  t o  l a t e r  i n  t h e  

b r i e f ing .  

The next  cha r t  summarizes the  major f ea tu res  of t h e  P h i l l i p s  

curve view of t h e  i n f l a t i o n  process ,  which forms the  a n a l y t i c a l  b a s i s  of 

the remainder of our presenta t ion .  This approach provides a desc r ip t ion  
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of t h e  dynamics of the i n f l a t i o n  process  that allows a t r ac ing  out  of t h e  

effects of po l icy  a c t i o n s  on the  r a t e  of i n f l a t i o n .  In p a r t i c u l a r ,  

because t h e  P h i l l i p s  curve framework poin ts  to  p a r t i c u l a r  channels of 

i n f luence ,  w e  are ab le  t o  i d e n t i f y  f a c t o r s  that may mi t iga t e  o r  amplify 

the impact of po l icy  a c t i o n s  on i n f l a t i o n .  

The P h i l l i p s  curve view does have a r o l e  f o r  short-run e f f e c t s  of 

money growth on i n f l a t i o n .  But the t ransmission mechanism involves  

in te rmedia te  channels opera t ing  through interest rate e f f e c t s  on real 

economic a c t i v i t y .  Moreover, f a c t o r s  o the r  than  money growth can p lay  an 

important short-run r o l e  i n  the  i n f l a t i o n  process.  F ina l ly ,  the 

P h i l l i p s  curve view t akes  i n t o  cons idera t ion  t h e  f a c t  t h a t  c o n t r a c t s  and 

o t h e r  i n s t i t u t i o n a l  r ig id i t ies - - inc luding  government actions--can l i m i t  

t h e  f l e x i b i l i t y  of wages and prices, and as a r e s u l t  lead t o  i n e r t i a  i n  

t h e  d i s i n f l a t i o n  process.  

M s .  Zickler  w i l l  now continue our presenta t ion .  
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One of the most important, and perhaps most controversial, of 

the issues involved in the Phillips curve approach to inflation is the 

measurement of the natural rate of unemployment--that is, the rate of 

unemployment associated with stable inflation. As shown in the top panel 

of your next chart, the staff believes that, at present, the natural rate 

of unemployment is in the 6 to 7 percent range. This benchmark represents 

the threshold of labor market tightness--other things equal--above which 

slack demand puts downward pressure on the rate of wage increase and below 

which demand would outpace supply, and wages and prices would continuously 

accelerate. Other ongoing developments, such as disruptions to food and 

energy supplies, rising import prices, or increases in payroll taxes can 

temporarily lead to an acceleration of inflation even though the prevailing 

unemployment rate is above the natural rate. These shocks shift up the 

short-run Phillips curve in the same manner as a rise in inflation expect­

ations. 

The natural rate of unemployment has not been stationary over 

time. As the chart shows, each bout of accelerating inflation--from 1964 

to 1969, then from 1972 to 1974, and finally from 1976 to 1980--has been 

associated with a higher unemployment rate. Although price shocks may have 

influenced the timing of these inflation upturns, the broad pattern of 

movement from left to right across the page illustrates the updrift in the 

natural rate that occurred over the past two decades. 

No doubt, a myriad of factors played some role in this rise; 


several major explanations are presented on the next page. The two 


factors that we believe are most important, and which I will discuss in 




-2-

more detail, are the falloff in the trend rate of growth in labor produc­


tivity and the shift in the mix of the labor force toward less experienced 


workers. Changes in the structure of labor and product markets that lower 


economic efficiency probably played a role as well, although the impact is 


not easily estimated. These developments might encompass, for example, the 


introduction of inflexible work rules, increased mismatches of workers' 


skills and job requirements, and government actions--such as wage floors, 


protectionist trade policies. and price supports. A final contributing 


factor to the upward drift in the natural rate was the expansion of income 


support programs. These induce longer spells of unemployment by reducing 


the incentive to search for work and by raising the wage that jobless 


workers are willing to accept. 


The impact of declining labor productivity growth on the natural 

rate of unemployment began in the late 1960s. but was most striking during 

the second half of the 19709, when, as the top panel of your next chart 

shows, the average annual growth rate of labor productivity dropped from 

more than 2 percent to only about 112 percent. 

On average, nominal wage gains only can exceed the rate of price 

increase by the trend rate of growth of labor productivity. In other 

words, over time real wages and productivity must grow at about the same 

rate, and during the "high productivity" years of the 1950s and 1960s, 

workers became accustomed to real wage increases of 2 to 3 percent a year. 

Following the price shocks of the early 1970s, workers continued to press 

for nominal wage increases that they thought would not only compensate 

them for the large price increases, but also keep their real wages rising 
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at the earlier rates, despite the sharp reduction in productivity growth. 


As illustrated in the middle panel, business, in turn, experienced both 


rapid rates of increase in hourly compensation and a shrinking offset 


from productivity gains. Prices were marked up over rapidly increasing 


unit labor costs--the gap between the two lines. As long as workers' 

expectations for gains in real wages were inconsistent with the lower 

productivity trend, upward pressure on unit labor costs and prices 

persisted. Accordingly, the unemployment rate required to generate 

enough downward pressure on wages to stabilize inflation rose considerably. 

At present, the staff believes that the cyclically-adjusted trend 


rate of productivity growth has improved somewhat, to about 1 percent over 


the 1980-83 period, and this development probably has lowered slightly the 


natural rate of unemployment relative to the late 1970s. 
 Looking ahead, if 


this improvement in the productivity growth trend were to continue, we 


estimate that each additional 1/2 percentage point increase in the trend 


would reduce the natural rate of unemployment by the same amount. 


The second principal factor accounting for the uptrend in the 

natural rate of unemployment was the shifting demographic composition of 

the labor force. As shown in the top panel of the next chart, the bulk of 

the growth in the labor force in the 1960s and 1970s occurred among youth 

and women. These new entrants tended to have weaker attachments to jobs 

and more frequent spells of unemployment--as they first looked for work, 

changed jobs ,  or moved between school or home and the labor market. This 

rise in so-called frictional unemployment boosted, on balance, the measured 

unemployment rate associated with any given level of labor market tightness. 
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The effect of this trend is estimated to have added slightly more than 

114 percentage point to the natural rate between 1954 to 1965 and another 

112 percentage point by 1978. But with the maturation of the baby-boom 

generation, the flow of new workers onto the job market has slowed, taking, 


perhaps, 1/4 percentage point off of today's natural rate compared with the 


late 1970s, and some further improvement could continue through the 1980s. 


The next chart smmarizes our views on the responsiveness of 


inflation to aggregate demand. Changes in aggregate demand are reflected 


in changes in labor and product market conditions and have some contempo­


raneous impact on the size of wage settlements or the markup of prices over 


costs. 
 But the full effect of such changes depends on lags in the adjustment 


of inflation expectations and on the inertia in wage and price-setting 

introduced by contracts or other institutional arrangements. Within the 

range of 6 to 10 percent unemployment, we believe that each additional 1 

percentage point of joblessness,maintained over one year, would reduce 

inflation by about 1/2  to 1 percentage point. 

In addition to the issue of the responsiveness of wages and 

prices to the level of aggregate demand, there is the question of whether 
rapid changes in demand could have a separate effect on inflation. This 

so-called "speed" effect could occur as the result of the costs of adjusting 

to a higher level of production--for exampla, rising overtime pay or a 

bidding up of wages or materials prices. The staff's estimates of an 


independent "speed" effect for aggregate wage and price measures is quite 

small--each 1 percentage point change in the unemployment rate over a year 

changes inflation by a little more than 114 percentage point. We should 
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note, however, that this effect is very difficult to isolate from other 


influences, such as the cyclical variation in the markup. 


.In addition to tracing the effects of aggregate demand on prices 

through the labor market and wage developments, we have looked at the 

relationship between capactity utilization and materials costs. The top 

panel of your next chart shows changes in the producer price index for 

intermediate materials and components for manufacturing--a broad measure 

of materials costs. The two shaded areas highlight episodes of rapid 

acceleration in these costs. The middle panel shows the unemployment rate 

along with the capacity utilization rate, with the shaded areas designating 

those periods in which the unemployment rate was below our estimate of the 

natural rate. As you can see, the shaded areas on both charts are closely 

matched. This occurs because, in both of those cycles, labor and materials 

markets appeared to have tightened at roughly the same rate. Thus, it is 

difficult to isolate any separate effect of capacity utilization on prices 

apart from that captured by the unemployment rate. The charts also suggest 

that identifying a capacity utilization "flashpoint" may be difficult. In 

late 1972 when materials prices began to accelerate, the operating rate for 

materials was in the high 80s; in 1978, these prices began to pick up with 

the utilization rate at around 83 percent. 

A broader concern is that, as shorn in the bottom table, our 

measures of overall capacity show a considerable slowing in growth in 

recent years, with actual declines in some important sectors. Indeed, to 

date, capacity utilization rates have been rising more quickly than during 


previous expansions, cautioning that supply constraints could emerge before 
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the unemployment rate approaches the natural rate. Several factors, 


however, may mitigate the implications of the capacity slowdown for 


inflatim', including available capacity worldwide and a robust recovery 


in domestic capital spending. 


The next chart summarizes several other factors that could lead 


to an acceleration of inflation even though the unemployment rate remains 


above the natural rate. First, government-mandated cost increases, such as 


hikes in payroll taxes, upward adjustments in the minimum wage, introduction 


of import restrictions, and higher sales or excise taxes, could contribute 


to higher prices. Second, large supply disturbances might raise the relative 


price of an important commodity; the most obvious are food and petroleum. 


These relative price adjustments have both a temporary direct effect on the 


price level and a more lasting effect on the overall rate of inflation as 


the shock works its way through the wage-price process. But supply shocks 


should not always be considered fully exogenous. Periods of rapidly rising 


demand--here and abroad--may have laid some of the groundwork for past oil 


price increases and the strength of demand for individual products may 


determine the extent to which commodity price shocks are passed through 


to final goods prices. 


A third factor that could lead to higher prices is a decline 

in the foreign exchange value of the dollar. The impact of a fall in the 

value of the dollar on domestic prices is difficult to separate from other 

macroeconomic adjustments, which may themselves cause the dollar to change. 

The full effect attributable to exchange rates alone can vary depending on 

the factors that led to the depreciation, and there is some uncertainty 
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about the lag with which the effect is realized. 
 The staff estimates that 


a 10 percent depreciation in the dollar, other things equal, leads to 

around 1-1/2 percent higher consumer prices by the end of two to three 

years. This estimate includes the direct effect of higher import prices, 


the spillover effects in raising prices of domestic goods that compete with 


imports, and the feedback effects on wages and other costs of higher prices 


and increased aggregate demand. 


Finally, inflation expectations could play a role in generating 


an acceleration of inflation during periods of high unemployment. 
 The 


chart at the bottom of the page compares an estimate of inflation expecta­


tions based on the assumption that they are some weighted average of recent 


experience--the heavy line-with two surveys of expected year-ahead changes 


in the CPI. At present, all three measures suggest that individuals 


anticipate that consumer prices will rise 4-1/2 to 5-1/4 percent next 


year. 
 If price expectations were represented accurately by the purely 


backward-looking series, these expectations would continue to decelerate 


as long as sufficiently slack demand holds down current inflation. But 


if workers and firms begin to expect that prices will soon be rising more 


rapidly than in the recent past, these higher inflation expectations could 


generate pressures for higher wage settlements and larger price increases 


even though the economy remains below potential levels of resource utiliza­


tion. 


It is our belief that the primary channel of government 


influence on inflation is through policies affecting both the growth of 


aggregate demand and the path by which the economy approaches the natural 
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rate of unemployment. But government actions also can affect several of 

the factors cited on chart 13. The most obvious is the case of actions 

to raise costs or impede price competition. Another is related to the 

formation of inflation expectations. If, as we believe, inflation 

expectations are not entirely a simple extrapolation of past price change, 

but are to some extent rational or forward-looking, policymakers should 

be able to contribute to the information on which business and labor base 

their expectations. 

Mr. Stockton will now discuss the outlook for inflation. 




FOMC Inflation Briefing-Part I11 

November 1 4 ,  1983 

DStockton 


Your next chart shows the staff Greenbook projection for inflation 

in 1984 and a tentative first estimate for 1985. The inflation rate for the 

gross domestic business product price index is projected to rise from around 

4-1/4 percent over the four quarters of 1983 to 5 percent in 1984 and 5-1/4 

percent during 1985. 

A number of factors lead us to project a small acceleration of 

prices in 1984, despite the fact that this second year of economic recovery 

still leaves considerable slack in labor markets. First, after several 

years of favorable food price developments, last summer's drought is 

expected to boost food prices next year, as current reductions in the 

cattle breeding stock limit meat supplies over the coming months. A second 

factor is the scheduled hike in social security taxes, which will raise 

employers' payroll costs appreciably. The projected depreciation of the 

dollar also will add to inflation pressures next year. Finally, the lagged 

effects of this year's rapid expansion of output are an additional source 

of price acceleration next year. 

Assuming a continuation of the current recovery in real GNP into 

1985 at around a 3-1/2 percent growth rate, the inflation rate would be 

expected to about level off. We have assumed no further shocks to food 

or energy prices, and no social security tax change is now planned for 1985. 

But the lingering influence of the dollar's depreciation in 1984, plus that 

of some further depreciation in 1985 would continue to exert some upward 

pressure on prices. This would be offset to a large extent by the projected 

moderate economic growth and an unemployment rate still averaging above 

7-314 percent. 



-2-


The projections for 1984 and 1985 depend on a number of factors 


that are subject to a great degree of uncertainty. The next table presents 


estimates of the inflation rate under several alternative assumptions for 


those factors that we consider critical to the inflation process. 
 Foremost 


among these factors is the rate of economic expansion. 
 Lines 2 and 3 


illustrate the estimated effects of both stronger and weaker recoveries 


than currently projected by the staff. For example, the effect of a one 


percentage point faster growth of real output in 1984 and 1985--line 2--


would be to boost projected inflation to a 5-114 to 5-314 percent pace 


in 1984 and a 5-314 to 6-112 percent rate during 1985; slower growth of 


activity would act to reduce the projected rate of inflation. 


Underlying productivity trends also are important to our inflation 


outlook. Extracting the trend in productivity during a period of sharp 


cyclical swings is quite difficult; if we have been too pessimistic and the 


annual growth in trend productivity should prove to be closer to 2 percent, 


rather than 1 percent, inflation over the next two years--line 4--could be 


below 4 percent in 1985, other things equal. 


Finally, the staff outlook is also sensitive to exchange rate 


developments. Line 5 presents the impact on gross domestic business 


product prices of assuming that the value of the dollar remains at its 


third-quarter 1983 level rather than falling 18 percent, as is contained 


in our central projection. 
 That effect would lower projected inflation by 


about 114 of a percentage point in 1984 and by about 314 percentage point 


in 1985, relative to our baseline projection. It should be pointed out 


that this effect appears small because the GBP fixed-weighted price index 
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only measures the effects of exchange rate movements on the prices of 


domestically-produced goods. In contrast, the downward effect on the level 


of the consumer price index, which includes both domestically-produced and 


imported goods, would be about twice as large. 


Of course, the risks we have cited are not necessarily independent. 


Stronger growth would not only raise the inflation path, but also increase 


the likelihood of unfavorable developments for food, energy, and import 


prices. Slower growth, in contrast, would enhance the probability of weaker 


food and energy prices and a stronger dollar. On balance, however, given 


our current projections of the underlying determinants of price inflation, 


the Phillips curve view of inflation used by the staff would call for a 


small acceleration of prices over the next 2 years. 


In contrast to the staff projection, inflation forecasts using 


typical mone&arist equations--shown on your next table-currently show a 


7-112 to 8-314 percent rate of price increase over the four quarters of 1984. 


Assuming that the growth of Ml slows by 1/2 percentage point in 1985 from the 


mid-point of the 1984 range, the inflation rate projected by these equations 


falls in the 6-112 to 10 percent range in 1985. These results are quite 


different from the staff forecast, and in our view would only be likely to 


occur if real growth in 1984 and 1985 were to be substantially stronger than 


expected, averaging at least 7 percent per year. 


The next chart shows the out-of-sample forecast performance of two 

versions of a monetarist equation; one assumes prices respond fully to money 

growth in two years, while the other uses a four-year adjustment period. For 

comparison, we also have included the outaf-sample forecasts of a typical 
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Phillips curve equation. Any exercise of this nature is always sensitive 


to the precise specifications used and, therefore, the results should be 


viewed only as broadly representative of the forecasting performance of 


these models. A general feature of both the monetarist equations and the 


Phillips curve was a tendency to under-predict inflation in 1980 and 1981. 


However, over the past two years the monetarist equations have over-predicted 


inflation by a wide margin. The Phillips curve, on the other hand, has 


remained closer to the actual path of inflation in 1982 and 1983. 


The next table presents some information on the longer-run outlook. 


The staff has examined paths of real output and unemployment, using the 


Board's quarterly econometric model, that we feel would be capable of 


achieving price stability within 5 years. In this exercise, we assumed 


that, beginning in 1984, monetary policy is adjusted to place unemployment 


on a path capable of reducing inflation to near zero by 1988. Furthermore, 


this adjustment is assumed to be implemented quickly enough to reduce the 


growth of real output in 1984, as well as limit the projected decline in 


dollar exchange rates. Second, fiscal actions are assumed that reduce the 


structural deficit by $120 billion by 1988. Third, it was assumed that the 


current trend productivity growth--a bit over 1 percent at an annual rate-


continues over the five-year horizon. Finally, no food or energy price 


shocks are assumed. 


The first thing to note is that, using the baseline assumptions, the 


Board's model indicates that reaching price stability by 1988 would require 


persistently low rates of economic growth over the five-year horizon. The 


unemployment rate--line I--would remain near its current level, ending 1984 
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at 8-112 percent and staying in the 8-112 to 9 percent range through 1988. 

In other words, to overcome the inertia still existing in current inflation, 

including some reversal of the dollar's recent appreciation, the unemployment 

rate must remain significantly above the natural rate throughout the entire 

fiveyear period. 

The baseline case is only meant to be illustrative and the specific 


results are dependent on the set of assumptions we have outlined above, as 


well as the structure the quarterly model. Changes in any of these assump­


tion would alter the path of unemployment associated with achieving price 


stability. For example, should the dollar's depreciation, for exogenous 


reasons, be sharper than was projected in the baseline case, a higher 


unemployment path would be needed in order to offset the inflationary 


influence of the lower dollar. Likewise, any unfavorable shocks to food 


or energy prices during this period would also require slower growth and 


higher unemployment in order to limit price increases in other sectors of 


the economy. 


On the more favorable side, an improvement in trend productivity 

would reduce the costs of reaching zero inflation. By lowering producers' 

costs for a given increase in nominal wages, higher productivity growth 

would allow a reduction in the rate of inflation to occur at lower unemploy­

ment rates. If the rate of trend productivity growth should be 2 percent 

over the period, the unemployment path necessary to achieve price stability 

could be about 1 percentage point less than in the baseline case. The 

task of achieving price stability in five years also would be made easier 
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if federal, state and local governments systematically removed regulations 

and altered policies that artificially boost costs and prices. 

Finally, the results for both the near-term outlook and the 


longer-run horizon are based on the structural elements of the inflation 


process that can be quantified for forecasting purposes. Price expectations 


and the psychology of inflation do no fall easily into this category, but 


as indicated earlier, these are critical factors in wage and price 


determination. To the extent that credible public policies could help 


reduce inflation expectations, the adjustment to lower rates of inflation 


would be faster and achieved at a lower cost of lost output. 





